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As Hong Kong develops into a major financial centre in the world,
the stock market in Hong Kong has also attracted significant
investments when compared to other countries in the Asian region.
In order to broaden the scope of securities trading, the Hang Seng
Index Futures market was introduced in May 1986.
Coincidently at the first anniversary of the Hang Seng Index
Futures, this research report is prepared with an objective to study
the behaviour and practices of selected participants in this
market. The subjects of interest in this report are institutions
which include fund and protfolio managers, investment banks and
stockbroking firms.
The results of this research reflect the interviewees'opinions with
respect to the roles played by the stock index futures in terms of
its fulfilment of expected functions and impact on the securities
market. The subjects agreed that the stock index futures- market, in
the intial stage, was more dominated by speculators than investors.
However, the difficulties and inefficiencies are expected to be
overcome gradually when more investors have been educated of the
index futures' operations and applications which will lead to a
healthier development of the market.
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As a result of division of labour and specialization, the exchange
process has become the basic business activity in many economies.
The goods that are being exchanged can carry a very wide
definition. But there is one particular class of goods that has
been trading for ages- commodity. Commodities have a special
characteristic which leads to their prices being determined by the
global supply and demand factors as a result of their homogeneity.
On the other hand, some exchanges cannot be physically delivered
e.g. financial instruments like interest rate and index.
There are two main types of markets: spot or physical or cash
markets, where actual goods are exchanged, and the futures or
forward markets, which involve the contracts for delivery of goods
some time in the future. The major concept* behind the development
of the futures market is related to the transfer of risk due to
price fluctuations. By adding the time element into a contract for
the exchanges of goods, the seller and the buyer do not have to
worry about the future change in prices since they have committed to
execute an exchange contract at an agreed price after a specified
period of time. Most merchants owning inventory in commodities will
transfer the risk of the stock depreciation by selling a futures
contract while the taker may be an end user who wants to lock in the
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purchase price of the goods or sometimes a speculator who wishes to
earn a profit should the prices go up.
As the economy develops, the ownership of goods are no longer
restricted to commodities and the impetus in exchange has also been
fueled by people's incentive to invest. Nowadays, investment has
become so important that every wealth-owner has to learn about it
and each day new investment alternatives are being proposed. By
simple definition, the objective in investment is the gaining of
certain returns (including generated cash flows and capital
appreciation) which are again a function of risks (measure of
uncertainty).
Although there are numerous kinds of investments, the focus of this
study is on investment in stocks and securities. The market for the
trading of publicly quoted securities is called the Stock Exchange.
The establishment of the United Stock Exchange has marked a new era
in Hong Kong's financial sector since in the past, securities
trading was distributed in four separate centres and manual system
was used. Today the computerized system in the stock exchange-
together with centralized management have greatly increased the
efficiency in the operations of the market. Since last year the
Hong Kong stock market has been reaching record highs in prices and
volume, partly as a result of the reorganized market structure. Not
only a coincident, it is believed that the launching of the Stock
Index Futures also played an important role. in encouraging the
bullish environment in the investment of securities.
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Before May 1986, the Hong Kong Futures Exchange Limited (formerly
known as the Hong Kong Commodity Exchange Limited) has been offering
futures trading in major commodities such as gold, soybeans and raw
sugar. As discussed earlier, the concept of futures trading has
already been extended to other products such as financial
instruments which further increases the spectrum in the investors'
choices.' Financial futures which include interest rate futures,
currency futures, stock options and index futures have been
developed in other major financial centres. The first such futures
being introduced in Hong Kong in May 1986 was the Stock Index
Futures (or Hang Seng Index Futures) and it has proved to be a
success within a short period of time.
Quite different from the commodities futures in which physical
delivery of goods can be effected, the stock index futures contract
only represents an obligation to deliver at settlement date an
amount of cash equal to a fixed value (in the case of Hang Seng
Index Futures, HK$50 per index point) multiplied by the difference
between the stock index at the last trading day of the contract
period and the index value (or the price) at which the contract is*
originally entered into. (Appendix I: Contract Specifications .of
HSI Futures.)
The index futures in Hong Kong is linked to the Hang Seng Index
(HSI) which is an indicator of the stock market performance in the
Hong Kong Stock Exchange.- As the HSI is calculated on the basis of
the performance of 33 constituent stocks which account for about 757
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(as at February 1987) of the total market capitalization, holding an
index contract is considered to be equivalent to holding a portfolio
of the 33 stocks making up the HSI. (Appendix II: The Hang Seng
Index.)
Details on how the futures market trades and operates will not be
discussed. at length (such as daily settlement, margin requirement,
functions of clearing house, etc.) since these facts-can be found in
many textbooks and published materials prepared by the Hong Kong
Futures Exchange. The objective of this research is to study the
behaviour of some participants which are performing the roles of
investors and traders in the futures market.
Many theories have been established in connection with the futures
and cash markets relationship, effect of fundamental and technical
factors on the market behaviour and strategies of using the stock
index futures as an investment, hedging, speculation or arbitrage
instrument. While tests can be conducted on these theories in their
applications to the HSI futures in Hong Kong, this research has
adopted a practical approach by analysing the actual market
practices on the basis that various sets of objectives and
considerations will have different impacts on behaviour. It is
further assumed that the major market participants consist of
institutional investors and traders and emphasis will be placed on
comparing their behaviour towards HSI futures albeit under the same
set of economic and market variables.
5It is hoped that the results of this research will help the
investors formulate strategies, having established some expectations
of the market behaviour and comparison of performance of the major




In order to study the index futures market in Hong Kong, some basic
knowledge on the general futures exchange is required. There are
many textbooks discussing the stock index future, but most of them
only give reference to the U.S. futures market or the London Stock
Exchange. However, having directly approached the Hong Kong Futures
Exchange Limited, some publications, brochures and pamphlets with
all the facts and information on the Hong Kong futures market were
gathered. The methodology employed in this research report includes
literature research and interviews.
Literature Research
The literature research forms the theoretical framework of this
study. In. addition to textbooks, newspapers articles, journals,
publications and financial reports are also available for. the topic
.under discussion.
Textbook
The basic reference book is How to Make Money in Stock Index
Futures. by Courtney D. Smith. Smith's book gives a general
description on the trading and operations of the futures market and
in particular, the financial and stock index futures. The functions
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and strategies of stock index futures are discussed. The book also
describes some technical analysis e.g. charting and trend analysis
which are very useful to the traders in structuring their investment
tactics.
Chapters Six and Seven of the book are more useful as they bring out
the basic theories and strategies in stock index futures. They will
be described in the next chapter of this report as they form the
fundamental starting point for comparison with the actual
participants' behaviour in Hong Kong.
Newspaper and Magazine Articles
Newpaper and magazine articles provide more updated information on
the HSI Futures market in Hong Kong. Clippings of the relevant
material were made in the course of preparing this research report.
Some articles containing interviews with professionals and market
participants can reflect the views of the relevant investor groups.
Publications, Pamphlets and Brochures
The Hong Kong Futures Exchange Ltd. and I.C.C.H. (the clearing house
for the futures exchange) have published pamphlets and brochures
which provide descriptive information on the HSI Futures. There is
a monthly called HSI Futures Market Review' which presents a
statistical data base on the futures markete.g. daily turnover,
settlement price, number of open position and spread movements.
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Interviews
Some institutional investors' and traders' practices and market
sentiments on the stock index futures have been gathered by
conducting personal interviews. The research method of using
questionaires is not employed due to the usual low response ratio in
this regard. Hence, the interview method in which prompt feedbacks
can be obtained has been adopted albeit this may be more time
consuming and the results usually represent the particularly
selected group.
The selection of interviewees was based on the assumption that the
active institutional participants in the HSI futures comprise of
fund managers, investment banks and stockbroking firms. The roles
of these organizations are summarized in the following section while
a detailed analysis of the subjects will be reported in Chapter IV.
Institutional Stockbroking Firms
Three institutional stock brokers which are also members of the
Futures Exchange have been interviewed.
The reason for including them in the interviewed group is that they
are well-informed of the trading activities and handle a large
volume of transactions in the market. In addition, the subjects
chosen have institutionalized systems of work and also provide
research and consultancy services to clients.
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Fund Managers
Fund managers perform investment and portfolio management functions
for clients which are sometimes organized as a unit trust. A list
of the funds with investments in Hong Kong stocks is obtained from
the Hong Kong Economic Journal. Calls were made to them and three
agreed to be interviewed. The role played by the stock index
futures in their performance will be analysed and evaluated.
Investment Banks
Besides stock brokers and fund managers, a group of financial
institutions i.e. investment banks are also very active in
investment in securities, bonds and other financial instruments.
They take the roles of investors and traders under different market
conditions. Interviews were set up with four investment banks
(manager or executive of the Investment Unit) through the writer's
business contacts and referrals.
Mode of Interview
In all the interviews, the same set of questions was asked and notes
were taken when required. The discussions were held freely instead
of a one-questions-and-one-answers type. The interviewees were
encouraged to express and elaborate their views on certain
particular issues. In order to minimize the interruptions from the
subjects' daily work and telephone calls, all the interviews were
10
conducted during lunch time, after office hours or on Saturday
mornings. Each interview lasted for thirty minutes to one hour.
Having conducted all the interviews and gathered the data required,
an analysis and comparison of the information was made and which
will be discussed in Chapter IV of this report.
11
CHAPTER III
THEORETICAL FRAMEWORK OF STOCK INDEX FUTURES
In this chapter, the major functions and theories relating to the
trading of stock index futures will be discussed in general. The
objective is to provide the reader with some background knowledge of
the academic issues related to index futures because the focus of
the interviews will be built on top of these premises.
Stock Index Futures Trading vs Stock Ownership
Stock purchase represents an acquisition of assets whereas stock
index futures trading is a process in which price risk is
transferred. The initiation of a futures position has to be closed
on or before the contract expiry date but a stock can be held
indefinitely.
A futures contract is also standardized in terms of the constituent
stocks making up the Hang Seng Index, while an investor can hold any
particular stock in any amount he prefers.
In view of the nature of the futures contract, this market is
relatively more liquid and more volatile than the cash market.
Trading in futures only requires the putting up of a margin deposit
(the margin deposit for HSI futures is HK$ 12,000*per contract) and
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this has resulted in greater leverage capacity for participants in
futures trading.
Transaction costs in HSI futures trading are also lower than stock
purchase because no stamp duty payment is required. Another more
important feature in HSI futures is that short selling is permitted
while it Is prohibited by law in the Hong Kong Stock market. This
will provide a balanced opportunity for players in the market to
sell short the futures contract when a stock market downturn is
expected.
Systematic vs Unsystematic Risk
There are two categories of risks associated with the changes in the
value of a portfolio, namely systematic and unsystematic risks.
Systematic risk (or market risk) is that portion of the total risk
that comes from the market as a whole and it is caused by events
(such as economic and political factors) that affect all the
securities in the market at the same time. Such risks are to
large extent unavoidable and beyond the control of investors.
On the other end of the risk spectrum is the unsystematic risk or
unique risk which is related to the price movement of a particular
stock or industry group. Changes in earnings growth, dividend
Frank K. Reilly, Investment,:15-16
13
policy, financial position, products, etc. of a company are
considered causes of unsystematic risk.
While the unsystematic risk of a portfolio can theoretically be
reduced by diversification (one way is to increase the number of
stocks in the portfolio) 2/ since the gain in one stock can be
offset by the loss in another, systematic risk remains the major
concern of most investors in the stock market. However, with the
introduction of the stock index futures, investors are given the
instrument to shield a portfolio from systematic risk by taking an
opposite position in the futures market vis-a-vis his stock
holding. The value of the portfolio would be insulated because the
losses suffered by the portfolio would be offset by futures market
gains.
Index of Systematic Risk- Beta
A discussion on systematic risk will be incomplete if the use of
beta3 is not mentioned. The beta value (B) is an index of
systematic risk of a security and it represents the degree of
correlation (or sensitivity) between an individual stock price.
movement and the market index over a period of time. For example, a
stock with a beta value of 1.00 means that the stock has a




(less than) 1.00 indicates that the stock is more (less) volatile
than the market in general.
The generation of the beta value employs the statistical method of
regression analysis, hence beta can be regarded as derived from
historical data.
As a portfolio is made up of a number of stocks each with a
different beta value, the portfolio beta can be calculated according
to the weighted dollar value of each stock comprising the
4/portfolio For instance, in a portfolio of N stocks:
Bp= portfolio beta
n.= no. of shares of stock i
i
Pi= price per share of stock i
B.= beta value of stock i
i
It is important that the investors should calculate their portfolio
beta in order to determine the number of futures contract required
in the initiation of a hedging position. It means that the movement
in the cash portfolio will be exactly matched by an opposite change
41 Courtney D.•.Smith, How to Make Money in Stock Index Futures,i
174
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in the futures position should the beta value correctly reflect the
sensitivity of the portfolio vis-a-vis the stock market.
The number of contracts (C) required to fully hedge a stock
portfolio of D dollars with a beta of Bp is calculated as
follows s/:
Valuation of Stock Index Futures
By definition, a futures contract involves a transaction entered
into today on something to be carried out in the future. Hence,
there are the concerns of time and uncertainty in pricing a futures
contract.
Basically, the futures contract will represent future expectations
within a theoretical price framework. One of the theories that
tries to evaluate the futures price is called the Capital Asset
Pricing Model6 which assumes that the theoretical value of a
futures contract is equal to the value of the underlying cash index




The difference between the futures and cash prices should thus be
represented by the carrying charges that one has to pay by buying
the futures instead of cash.
F0= C0 (1+ carrying charges)
F 0= theoretical futures price
C= cash index
0
Ignoring the transaction costs, the effect of margin deposit and
assuming that the dividend yield is a linear function to time, the
carrying charges is hypothesized as follows71:
Carrying charges (I- D) x t
365
I= Cost of money (or assume equivalent to interest rate)
D= Dividend yield of the index portfolio
T= days to contract expiration
Combining the above two equations, a neat and simple formula for the
theoretical futures price is obtained:.
7/Ibid.:179-183
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Basis and Market Expectations
Basis is defined as the difference between the value of a stock
index futures and the cash index in the spot market (i.e. F0
C0)8/. A positive basis is called a premium (when carrying
charge is positive or I>D) and a negative basis a discount.
Again, on the contract expiry date, t will become zero and Fo will
be the same as Co
This convergence of futures price with the cash index on the last
trading day is very important in affecting the futures market
behaviour.









However, the actual futures prices do not behave mechanically as
hypothesized above. The basis will be further affected by market
expections which are not accounted for in the theoretical price
model. In practice, the basis will fluctuate around the theoretical
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value with the difference being explained by market sentiments.
If the market is very bullish, the premium will be widened and it
indicates that people are willing to buy the contracts at a much
higher price.
Fundamental and Technical Analysis
Both fundamental and technical analysis are tools for
formulating short-term and longer-term price forecasts of stock
index prices, which can then be translated into investment
decisions. Most investors and traders will analyse these major
indicators when they participate in the futures market.
Technical. indicators include price variability, open interests (or.
outstanding contracts) and HSI formation/cycle. Charting is one of
the technical tools. On the other. hand, fundamental indicators
include general economic indicators, corporate incomes, profits and





Different sets of fundamental and technical indicators will lead to
different market opinion situations and a schedule of which is set
out in Appendix III.
Basic Trading Strategies
With the introduction of the HSI futures, investors and traders are
given the opportunities to hedge, arbitrage, speculate or engage in
spread trading.
Hedging
Hedging provides transfer or reduction of systematic and price risks
of a portfolio. In view of an expected stock market downturn, the
investor.who does not want to liquidate his portfolio can safeguard
or hedge his cash position by selling short the HSI futures contract
so that the loss in the spot position can be offset by the gain in
the futures position.
Arbitrage
An arbitrage position becomes profitable when there are significant
price discrepancies between the futures market and the cash stock
market. As short selling in the stock market is legally prohibited
11/HSI Futures Trading Strategies Manual, Chin Tung Futures Ltd.
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in Hong Kong, an arbitrage position usually takes the form of
purchasing cash stocks and simultaneously selling an equivalent
amount of futures contract. Theoretically, a perfect arbitrage
transaction is without risk when the position in the futures and
cash markets are completely matched. The difficulties involved in
an arbitrage transaction include portfolio design, timing, market
liquidity and transaction cost.
Speculation
Speculators initiate a position in the futures market in
anticipation of gains from the changes in the expected price levels
of the futures contract. Although the strategy behind is simple: go
long in a rising market and short in a falling market, the key to a
profitable speculative activity, hinges on the ability to identify
accurately the trend of the market. As a basis to formulate market
opinion, many traders will use either or both of the fundamental and
technical approaches.
In addition to assuming price risks of the futures contracts,
speculative transactions have also 'increased market liquidity and
provided greater market efficiency. However, speculation in the'
stock index futures involves a high degree of risk since the market
can move against the trader's position and the margin deposit




Spread trading involves the simultaneous creation of a long and a
short position in futures contracts of different delivery months
when they indicate significant price discrepancies. Profit can be
obtained by offsetting the spread position in subsequent price
adjustments.
Broad Applications
The theories and applications described above are only some of the
important aspects in trading stock index futures. A sophisticated
investor who has mastered the basic skills can design his own
strategy by combining these functions in order to achieve some
specific -objectives or cope with. different market situations. Stock
index futures trading can become a very useful investment tool




MARKET BEHAVIOUR OF HSI FUTURES
Overview
On 6 May 1987, the HSI futures has celebrated its first
anniversary. During the last year, this market has--gone through a
very rapid development stage, both in trading volume and investors
participation. From an average turnover of one to two thousand lots
per day at the commencement period, the daily turnover now has
increased to ten to twenty thousand lots, about ten times' increase.
Last year, the stock market has also experienced a substantial
rally, which is also an important force behind the success of the
HSI futures market. However, it is still too early to say that the
HSI futures market has entered a maturity stage since its short
trading history is insufficient to indicate the market behaviour in
various cycles due to the absence of 'any market downturn ot.
substantial adjustment.
When the HSI futures market was launched, it was claimed that the
HSI futures contract would provide investors and especially fund
managers the opportunity to hedge their share portfolio in view of
the short-selling feature in trading futures. Although with a good
mission, the „market is now regarded as very speculative and
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providing another legal financial instrument in which gamblers can
participate. Whether this statement is correct and to what extent
the HSI futures is performing its functions are of concern to many
people, hence some of the participants' view and practices in this
regard are studied.
Analysis of Subjects
Although more and more individuals have been attracted to trade HSI
futures, the interest of this report is directed to analysing the
behaviour of institutional traders and investors.
In this research, a total of ten institutions including fund
managers,- investment banks and stockbroking firms were interviewed.
Fund Managers
Seven fund managers have been contacted. All but one were
established before the trading of HSI futures commenced and have
investment in the Hong Kong stock- market. Three fund managers
agreed to be interviewed, they are identified as F1, F2 and F3.
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Six investment banks were contacted and four (identified as I1, 121
13 and 14) were interviewed. The first three are investment banking.
subsidiaries of U.S./European banks and 14 is Asian based.. Their
roles in the bank include making investment in securities, managing
the bank-and customers' portfolio and advising clients on-investment
opportunities. Table 2 describes their company information.
As noted from Table 2, these subjects' portfolio size is smaller,
with 15-20 stocks in each portfolio which consists of more non-HSI
constituent stocks. They have participated in the HSI futures since
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the market commenced in May 1986. One of them has just applied for
a membership of the Hong Kong Future Exchange Limited, with a view
to conduct securities and futures trading more actively.
Table 2
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NoNoNoYesMember of HK Stock
Exchange
Stockbroking firms
Three stockbroking firms (ref erred to as Si, S2 and S3 in Table 3)
were interviewed. Among the three subjects, S1 and S2 are
well-established and are among the top five stock brokers in Hong
Kong. S1 belongs to a major U.S. banking/financial group while S2
is Hong Kong based. S2 claimed it handles about. 7% of thetotal
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stock and futures markets' trading activities in Hong Kong each
day. S1 admitted to be very conservative and does not aggressively
advise clients to trade HSI futures due to the risky market while S2
is heavily engaged in futures trading and provide a lot of market
statistics and research information to customers. S3 belongs to an
Asian financial group and the stock broking unit was established to
serve the group's major clients, hence most are individuals.
Table 3
Background of Stockbroking Firms Interviewed
Stockbroking Firm
Si- S2 S3
Group base U.S. Hong Kong Asia
Clientele Over 50% 70% mostly
institutions institutions individuals
Transaction Not App. 7% of Not
volume disclosed market vol. disclosed
Research and Yes NoYes
publication
Issues addressed
The questions asked in the interviews are set out in Appendix IV.
The list is so designed to focus on certain issues which are
expected to have impact on the subjects' behaviour..
Firstly, the different roles of the interviewees were classified
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into investors and traders. The general practices of both groups of
subjects will be discussed with explanations for variances. The
second issue is to find out the subjects' actual behaviour on the
basis of the theoretical framework discussed in Chapter III. Any
compliance with or divergence from the theories will be raised and
explained if possible. The third issue will focus on the subjects'
(both investors and traders) opinions and difficulties in carrying
out the basic strategies in trading HSI futures, namely hedging,
arbitrage and speculation. Discussions on market insights and
specific concerns are encouraged. The last issue will be addressed
to the impacts of HSI futures on the subjects' performance and
general views on market inefficiencies.
Findings
The subjects' responses to the questions are summarized in Table 4.
It will provide the reader with a total picture of the results and
findings from the research, but more. qualitative feedbacks and
comments gathered from the interviews will be discussed afterwards.
Fund Managers Practices
The three fund managers interviewed play the role of investors in
the market and they basically trade HSI futures for hedging, two of




F1 F2 F3 I1 12 13 14 Si S2 S3
Trade futures to
-hedge 1 22111 1111
-arbitrage 2 3222 3322x
-speculate 2 1132 22xxx
TT/FT/F TT T T T T TFundamental or
technical approach
50 N/A 5- 60- 100 N/A N/A N/A 50 N/A% of portfolio
10 90to hedge
x x x x x x + x x xUse of beta
in hedging
N/A N/A N/Ax x x x x x xPortfolio yield
10 5 5- N/A N/A N/A5-depends onCut loss
10market trend10ratio(%)
15 20 15 7- 5- 10 N/A N/A N/A N/AAve. holding
7n 1 nperiod (days)
x x x x x x x occasion- xSpread trading
ally
xvery seldomx throughArbitrage program
brokers* trading
Speculation
2 2 1 3 2 2 2N/A N/A N/A-low cost
-leverage 1 1 1 1 1 1 1
3 2 2 2 2 3 3-no stock
selection
However, in the course of this research, it is found out that some
long-established fund management companies do not engage in HSI.
futures trading. Although one of the objectives of the launching of
HSI futures market was to provide the hedging opportunities for
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investors in the securities market and especially for fund managers
against market downturn without having to liquidate their portfolio
(which also claims to help stabilizing the market), there are
practical problems for fund managers in trading HSI futures.
Usually, funds are formed to group the capital of investors with an
objective to invest in certain specified assets in order to achieve
better returns. Fund managers provide asset management in return
for management fees and their duties and liabilities are restricted
by some contracts with the fund. Those funds which are in the form
of unit trust will execute a trust deed with the fund managers who
will act in accordance with the terms of the deed. These contracts
or deeds will specify the objectives of the fund, the types of
assets to be invested in and rules to restrict the fund managers'
activities and discretion level.
As informed by F1, many funds which were formed some years before
the introduction of HSI futures will be prohibited from hedging with
HSI futures since this activity is not stated in the contracts or
trust deeds. It was also for this reason that F1 had spent nine
months working with legal advisors in clarifying the terms of the
trust deed before they started to hedge with HSI futures-in April
1987. Two other fund managers called but not interviewed disclosed
that they were presently revising their contract and expected to
trade HSI futures if all legal issues could be settled.
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According to F3 (which is not very active in trading futures, hence
the low hedge ratio of 5-10%), besides the above restriction that
refrain fund managers from hedging with HSI futures, the stock
market trend in the past year is another reason for the low
utilization rate. As noted from Appendix V, the stock- market
started to pick up in July 1986. Within eight months, the Hang Seng
Index has jumped from 1,750 points to 2,950 points and it is
stabilizing around 2,800 points at the time of this report. No
major downtrend or-significant price adjustment has occurred since
May 1986. Therefore, F3 claimed that they did not find it very
necessary to hedge their portfolio given the bullish market
behaviour.
S2 which handles a lot of fund managers' accounts had the following
comments'. He said that unfavourable comparison of, performance with
other funds is also a concern in hedging. If a fund manager takes a
hedging position, the upside potential of his portfolio will be
limited and the fund's return performance will be affected. There
is a regulation limiting the fund to hedge only up to 50% of the
share portfolio. In addition, fear of subscribers' redemption also
makes fund managers hesitent about hedging. Should the market slump
and subscribers request for unit redemption, portfolio liquidation
will be forced and the hedging position will be disturbed.
Of the three fund managers interviewed, they all agreed that the HSI
futures might have the merits of providing the hedging ability, but
the time had not come for this function to be tested. In their
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hedging experience, they only went so far as to taking some 10% to
20% hedge vis-a-vis the size of stock investment with a view to
buying some insurance in anticipation of market short-term
adjustment.
Yet, F1 quoted, "Knowing that the other colleagues are trying the
HSI futures and I can legally short my position, I will have better
sleep at night".
Investment Bankers and Institutional Traders
The four subjects interviewed indicate more frequent and active
trading in HSI futures. On the one hand, they trade in stocks and
on the other, they both hedge (given the support of their cash
market involvement) and speculate.
While* admitting the fact that the HSI futures market is more
volatile and risky, all of them trade in futures because of the
quicker and better return. However, two other investment banks
which refused to be interviewed claimed that they had stopped
trading HSI futures due to previous losses. As the HSI futures
market is a zero sum game, they are examples of those losers who.
have retreated from this market.
In their trading activities, this group of subjects usually take
shorter term positions (as noted from their shorter holding period)
and more transactions are made in near term contracts than longer
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term contracts. The usual holding period is 7-10 days and they will
close the transaction once there is reasonable profit gained. In
times of high volatility, I1, 12 and 13 have engaged in day trade,
which is purely speculative.
Practical Applications of HSI Futures
Fundamental vs technical approach
In initiating a position in HSI futures, all the subjects have
elected technical factors as the major consideration. As explained
by Fl, fundmental indicators are important only in forecasting long
term market trend but since the futures market is very volatile, the
short term decision making approach hinges mostly on technical
indicators. 119 12 and 13, in particular, have found technical
analysis a useful and reliable tool in designing trading strategy.
On the other hand, 14 had argued in favour of the importance of
fundamentals in portfolio management. He believed that if
fundamental factors reflect a bullish environment for certain
industry stock, he will choose purchasing selected shares rather
than buying index futures which is more vulnerable to speculative
activities.
Beta value
All subjects except 14 replied that they, did not consider beta value
(B) in determining the number of contracts to hedge. They find it
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a very troublesome method and B may not accurately reflect the
sensitivity of the portfolio with respect to market changes because
the value is derived from historical data. They further believed
that under different situations and various sets of economic
variables, B is not a reliable sensitivity factor especially for the
participants' short term objective in trading HSI futures. However,
14 did consider B on the occassion that his portfolio only consists
of two to three heavily traded HSI constituent stocks which always
indicate a steady sensitivity ratio with respect to market behaviour.
Effect of portfolio yield
Although HSI futures can theoretically be used to protect against a
drop in portfolio yield, none of the fund managers or investment
banks being interviewed have given it much attention since the yield
factor is usually of less importance in designing investment
strategy when compared to capital appreciation and in times of low
interest rate.
Use of stop loss order
In the discussions, it was learned that both the fund managers' and
investment banks' behaviour are quite similar in their reaction to a
wrong decision. Even with an objective to hedge, the three fund
managers will close their futures position and cut loss at around
5-10% if they hit the market incorrectly. They will not wait until
the contract expires and offset the futures against cash. The
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investment banks do not have any rules for cutting loss but they
will form judgment on the prevailing market trend.
Holding period
All the subjects usually do not hold the contracts to expiry. It is
understandable that speculators will take immediate profit, but
investors and hedgers are by definition taking a view on the market
for a specific term.* According to Fl and F2, they still tend to
close their position some time before contract maturity if a profit
can be obtained. They do not want to be squeezed and forced to
close the contract should the market turn against them upon expiry
date. The holding period of the investment banks are shorter than
that of the fund managers being interviewed. But 14 commented that
he would hold a contract to match the tenor of his portfolio,
otherwise the objective to hedge would be defeated.
Spread trading
All of the subjects said they seldom engage in spread trading. The
reason given by Il for the thin trading of spread between contracts
of various delivery dates is that the profits obtained from price
discrepancies are not attractive enough given the time and effort
spent in monitoring each spread position. Secondly, the liquidity
for longer term contracts are not very good and sometimes it makes
traders difficult to initiate or close a spread position.
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Hedging
All subjects admitted that the HSI futures can provide the
instrument for them to reduce systematic risk and price risk in
anticipation of a stock market fall or adjustment. However, they
also agreed that the profit obtained as a result of their hedging
activity has also provided great incentive for them to participate
in the market. Subject F3, in managing the fund's portfolio, said
he was more inclined to initiate a hedge position especially when
the futures were trading at a high premium (this frequently took
place since October 1986, see Appendix VI). As the short position
is always backed up by a portfolio of shares, this will form a
bottom line for loss if the market turns against him. From his
experience, basis profit has become a major consideration in the
determination of hedging strategies. 14 also commented, As the
market is always trading at significant premium, my objective in
hedging has turned into a means and basis profit an ends. Another
fund manager (F2) said if there is a general stock market slump and
the HSI futures is trading at discount (as indicator for bearish
sentiments), they would rather liquidate their shares than. enter
into hedging with HSI futures.
Speculation
All subjects, although to various extents, agreed that the HSI
futures market is dominated by speculators, thereby leading to the
high trading volume each day. While speculators are important in
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taking up price risk and improving market liquidity, the speculative
force has become very distorting in achieving a balanced market
position.
According to the investment banks (which also engage in speculation)
and the stock brokers interviewed, the HSI future market is
attractive to speculators in terms of low transaction cost (e.g. it
takes $200 commission to purchase a contract versus $1,600 fee and
stamp duty to purchase the same amount of shares), no stock
selection and the ability to leverage. A trader is required only to
put up a margin deposit of $12,000 if he wants to trade one
contract. This deposit is only equivalent to 8.51. of the price of a
contract if the HSI is at 2,700 points (i.e. 12,000/[2,700 x 50]).
But for the purchase of shares, the investor has at least to pay 30%
of the total amount of investment. Comparatively speaking, this low
margin requirement and greater leverage capacity (which means
greater return on investment) are major attractions to speculators
in trading HSI futures.
However, in asking whether the subjects would shift from trading the
stock market to speculating the HSI futures, the general response is
negative. In particular, 12 and 14 shared the view that. although
the futures market moves together with the HSI, sometimes
speculators also trade due to inside information and they seek for
better return from specific stocks. It is believed that the recent
stock market growth is built on top of an improving economy and
favourable fundamental indicators, while the HSI futures further
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vrovides the fuel to complement the investors' choice.
Arbitrage
The fund managers and investment banks being interviewed seldom
create an arbitrage position due to the difficulties in executing an
'individual transaction. They comment that sometimes the prices
change very rapidly and the opportunity to arbitrage does not stay
for a long time. The second important difficulty is transaction
cost .which does not make arbitrage a very profitable activity to
engage in.
According to the interviewed stockbroking firms, some brokers are
now introducing program trading which conducts arbitrage for
clients: Instead of taking all the troubles to watch the market and
execute an arbitrage transaction, an investor can instruct the
brokerage f irm to execute it on his behalf. As those f irms maintain
a data bank on market statistics and provide securities research
information, they have designed a computer program which will
automatically send out a signal to the manager if an arbitrage
opportunity arises. They input and update the HSI futures and cash
index constantly and together with information on the customers'
cost of funds and portfolio yield, the program will formulate a
designed portfolio and number of futures contract so as to complete
a profitable arbitrage transaction.
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The investment manager 14 who has involved in program trading
commented, "All I need is to give my broker a certain amount of
money and ask him to do arbitrage, then within one week, I can
obtain 1-27 return. It's a pity that such occasions are not too
frequent". When asked what was the minimum amount of investment
that made an arbitrage transaction doable and profitable, he quoted
a sum of US$3 to 5 million.
Two stock broking firms interviewed (S1 and S2) are now doing
"program trading" for clients. Each of them has their own design of
program and they have found this more and more welcomed by
customers. But the concern is as arbitrage exists due to price
discrepancies, if the market is growing more sophisticated and
efficient, it may become more and more difficult to benefit from
arbitrage.
Impact on Performance
Since F1 only started trading HSI futures in April 1987, the effect
on performance has yet to be proved. But fund managers F-2 and F3
said so far the futures market has not significantly benefitted
their performance due to the up market trend since May last year.
However, F3 did say they have pretty good return from premium profit
and arbitrage (this fund used the discretionary limit to engage in
arbitrage).
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On the other hand, all the investment banks and traders being
interviewed have so far performed well as the HSI futures is able to
give them immediate and quick profit. However, they believe
accurate judgment of market movement is the major factor, although
the futures will save them the trouble on stock selection.
Market Inefficiency
In discussing whether the HSI futures market is operating at a
matured stage, all interviewees agreed that the market still has yet
to prove itself in a down cycle which has not occurred since the
commencement of the futures market in May 1986.
F3 further commented that there is an imbalance between the futures
and stock cash in the sense that the latter market cannot be short
and so most participants can only short the futures. It is believed
to result in inefficiency and the two markets will only operate in
one direction (i.e. long cash and short futures) as far as hedging
and arbitration are concerned.
What is of greater concern to investors and traders is the market
distortion arising from insider trading and manipulation. Although
it has been claimed that manipulation of the HSI will require a huge
amount of capital and thus the chances of success are small, the
futures market did experience some unusual movement especially on
contract expiry dates. An example was quoted by 14 who believed
.that the market adjustment on 31 March 1987 was mainly caused by the
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news release to issue B shares by Hutchison prior to the expiry date
of the March contracts. Two days after, the index picked up again
and he believed the previous fall was purposely manipulated as he
could not see any significant changes in market fundamentals that
would lead to this unexpected adjustment. Should this be the case,
this may make fund managers and hedgers more reserved in their




The objective of this paper is to study the market behaviour from
the perspective of institutional investors and traders with respect
to the HSI futures. Having discussed the practical applications of
this new financial futures in Hong Kong, it is indicated that not
very many theoretical functions and operations of stock index
futures are adopted by the interviewed subjects, regardless of their
roles and objectives.
On the basis of the interviewees' comments, there is no rule of
thumb in designing their trading strategies which are more a
function of..market opinions formed by the manager under different
situations. Usually, traders are more concerned about the returns
in a shorter time frame whereas the investors will take a longer
term view on the market outlook. However, it is believed that in
the initial stage the players are still learning about the
operations of the stock index futures and many people have shown
deviation from the expected behaviour.. Now the trend is becoming
clear and as more participants are educated of the market functions,
it is expected that the HSI futures will enter a stage of maturity
with improved market efficiency. Although so far the majority
participants are speculators, with the development of the HSI
futures into a more sophisticated financial instrument, it is.
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expected that more fund managers and investors will utilize the HSI
futures as a hedging tool in their portfolio management activity.
In the meantime, the Hong Kong Futures Exchange Limited is preparing
to introduce two more financial futures i.e. currency and interest
rate futures. The general reaction from the subjects is more
positive towards the development of interest rate futures which can
provide the borrowers or businessmen a secured cost of financing.
Yet, the chances of success of the currency futures are believed to
be less optimistic given the fact that the major currencies are
mainly controlled by financial institutions and Hong Kong may have
difficulty in further competing with the established currency
futures market in Chicago and Singapore. In any event, a
well-balanced financial growth in Hong Kong is being looked forward
to and the HSI futures which was born at a time when the stock
market started to pick up is already a favourable and encouraging
sign for its future success in a healthier manner.*
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APPENDIX I
HANG SENG INDEX FUTURES CONTRACT SPECIFICATIONS
Contract unit HK dollar 50 times the Hang Seng Index.
Delivery months 1,2 and 3 months.
.Order data Order by number of contracts.
Prices quotea in terms or the Hang sengMinimum price
fluctuation Index minimum fluctuation is one index
point (i.e. $50).
Daily price limit 100 index point above or below preceding
day's settlement price, except as
provided by the Rule on Expanded Daily
Limits.
Termination of The last.permitted day for trading shall
trading be the last trading day of the delivery
month.
Settlement day The business day following the last
permitted day for trading.
Delivery Cash settlement. All bought and sold
contracts in existence at the close of
trading on the last permitted day for
trading shall be settled by the clearing
house at the index value for- cash
settlement.
Price for cash Price for cash settlement shall be
settlement declared by the Clearing House and shall
be the closing quotation of the Hang Seng
Index on the last trading day as
calculated by. the Hang Seng Bank.
Source: Stock Index Futures. The Hong Kong Futures Exchange Ltd.
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APPENDIX II
THE HANG SENG INDEX
The Hang Seng Index (HSI) is a weighted aggregative index, using the
base day share-issue of constituent stocks as weights. The HSI
comprises 33 major stocks as of the base date of July 31, 1964, the
HSI= 100.
Computation of the HSI is based on the total current market value of
constituent stocks divided by the total base market value of these
stocks. Expressed in mathematical terms:
HSI= Total market value at current market prices x100
Total market value at base market prices
The index is adjusted daily to reflect capital changes in the
constituent stocks 'or changes of .the constituent stocks themselves.
Adjustments are calculated by a daily chaining method as follows:
Todav's Closing AMVPrevious Day'sToday's
Previous Day's Revised AMV*Closing IndexClosing Index
Revised aggregate market value= previous day's ANN adjusted for
any capital changes in the
constituent stocks.
Source: A Guide to Hang Seng Index. HSI Services Ltd.
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SCHEDULE OF QUESTIONS FOR INTERVIEWS
A) Role of interviewee in HSI futures






b) Amount invested or managed in Hong Kong Stocks
c) Average number of stocks in the portfolio














f) What are the initiation factors for a hedge position? Do
you adopt the fundamental or technical approach?
g) What is the percentage of hedging 1
h) Do you hold the futures position to maturity?
i) Do you use the B to calculate the contract size in hedging a
vortfolio?
j) Do changes in portfolio yield lead to hedging?
k) Is the premium value important in determining a hedge
position?
1) Do you use stop loss order? What is the cut-loss %.?
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m) What is the objective of hedging?
reduction of systematic risk
reduction of price risk
basis profit
n) Do you engage in long hedge?
o) Does the introduction of HSI futures improve performance
how?
) Do you engage in spread trading?
q) Will you shift from trading in cash to HSI futures in
speculation?
r) What are the major difficulties in an conducting arbitrage,





s) Is arbitrage profitable?
t) Are there any other market inefficiencies in HSI futures?
u) Views on development of currency and interest rate futures.
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HANG SENG INDEX FUTURES
PRICE MOVEMENT
(AUGUST 1986- FEBRUARY 1987)
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